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EDITORIAL DEPARTMENT NOTE 


Competent observers are expecting the next several years to produce a 
great many major adjustments in the capitalization of corporations. They 
feel that most of the adjustments in capital structures which have been made 
during the depression have been in the nature of temporary expedients and 
that a major movement is about to begin. 

Commencing in 1931, and reaching its height in 1932, an important series 
of capital reductions took on the aspect of a major movement. The usual 
procedure followed during this period was to reduce the legal capital of the 
corporation by reducing the par or stated value of its capital stock, or by 
changing from par to no-par or vice versa. The capital surplus created in 
this way was then used to absorb losses and asset write-downs, to eliminate 
accumulated deficits and in some cases to pay dividends, especially cumulative 
dividends on preferred stock. But the capital adjustments made in 1932 and 
subsequent years were mostly temporary expedients made to meet the condi- 
tions brought on by the depression. In general, they did not eliminate over- 
capitalization or reduce the enormous fixed charges which were assumed 
during the “New Era” of the 1920's. 

The revamping of capital structures is largely a matter for the future. 
Complicated capital set-ups need to be simplified, excessive fixed charges 
need to be eliminated, rigid and unwielding capital structures need to be made 
more flexible, and provision needs to be made for the absorption of deficits 
and asset losses where sufficient surplus is not available for the purpose. The 
period prior to 1929 saw an over-production and over-expansion of capital 
structures quite similar to the over-production and over-expansion of produc- 
tive facilities. In one case, as in the other there is need for a housecleaning 
in order that industry may come from the depression with capital structure 
and productive facilities suited to the needs of the period ahead. 

If, as suggested, we are now approaching a period of major capital adjust- 
ments the subject of this Bulletin seems especially appropriate. The author 
of this article on “Revamping Capital Structures,” Victor H. Stempf, is a 
graduate of St. Louis University of the Class of 1915. Following his gradua- 
tion Mr. Stempf became associated with Touche, Niven & Company in St. 
Louis. He became a partner in the firm in 1920, and in 1927 assumed his 
present position in the New York office. From 1919 to 1923, he acted as 
instructor in auditing and accounting at St. Louis University. 

Mr. Stempf has been most active in the work of the National Association 
of Cost Accountants. A charter member of the St. Louis Chapter, he served 
as its Vice President before moving to New York. During 1933-34 he was 
President of the New York Chapter and is at present Chairman of the Pro- 
gram Committee for our 1935 Convention. Mr. Stempf is a C.P.A. of 
Missouri, New York and Michigan, a member of the New York and Missouri 
Societies of Certified Public Accountants, the American Institute of Account- 
ants and the American Society of C.P.A.’s. He is at present serving as 
President of the Accountants Club of America. 

We are also publishing in this issue a contribution dev eloped through the 
Research and Service Department. Since our Question and Answer Service 
is conducted on the understanding that names will not be divulged, it is not 
possible to give credit to the members contributing the material. The ideas 
presented regarding the distribution of holding company expenses to sub- 
sidiaries should be helpful. 
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REVAMPING CAPITAL STRUCTURES 


By Victor H. Stempf, Partner, 
Touche, Niven & Company, New York, N. Y. 


—— theory that consumers will not long continue to pay the cost 

of overcapitalized industry has been the keynote of the Con- 
sumers Bureau of the N.R.A. in attacking so-called fair prices 
based on costs of production. Representative costs presented to 
N.R.A. in connection with “selling below cost” provisions of codes 
have met with the objection: “Why should the consumer today 
pay for the mistakes of management in the past?” As a matter of 
fact, under the old order of capitalistic competition, the consumer 
did not long continye to pay for the mistakes of the vendor. Al- 
though price-fixing has been accomplished openly or surreptitiously 
it works only for a short time until someone breaks through the 
line and sooner or later price is determined by what the buyer is 
willing to pay. 

The New Deal has resurrected a school of thought which be- 
lieves that the control of production by allotment and the fixing 
of selling prices based upon average industry costs is the panacea 
for our economic ills. Everyone will admit that as an emergency 
measure to soften the hardships of industrial readjustment the 
scheme has had much merit, but as a permanent plan it is diamet- 
rically opposed to one of the fundamental principles of our cap- 
italistic system: that of unrestricted competition. Unless by law 
we wish to force people to do something against their will and 
better judgment, prices will continue to be determined by what 
the buyer is willing to pay. Prices are determined by consumers’ 
opinions of relative values and not by cost of production. Every 
cost accountant has repeatedly said: “My costs plus a reasonable 
profit indicate that 1 should get a price of so much,” but he also 
knows that such reasoning is simply academic. He is indeed for- 
tunate if the practical operation of the business works out that way. 
It is more likely that the management will have to cut prices time 
and again until prices are very close to cost if not in fact lower, and 
finally the salesman will report that classic story about the buyer 
to whom he offered goods at factory cost only to be met with the 
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question: “Why should I pay cost when I may get the goods at 
selling price?” 

The subject of revamping capital structures is one upon which 
it is difficult to generalize. Conflicting interests of parties con- 
cerned, and compromises arising out of negotiation, have led to an 
infinite variety of procedures which in general represent the com- 
mon meeting ground of all groups which have a finger in a par- 
ticular pie. (The pie is usually a hot mince pie, steaming with the 
ill will of the many groups which, to their sorrow, find themselves 
bed-fellows under an indigestible crust.) 


THE ELEMENTS OF THE PROBLEM 


Lest we bog down in complete bewilderment let us establish for 
purposes of this discussion, the principal elements of the problem: 


(1) What does revamping capital structures mean, and 
what are some of the causes leading up to the rearrange- 

ment of capital structure? 

(2) What are some of the methods of accomplishing reor- 
ganization? 

(3) What are the effects of the changes upon the accounts 
and how are they reflected in future financial state- 
ments ? 


In discussing these three phases of the subject, comprehensively, 
there are several legal aspects which may not be ignored ; particu- 
larly the Bankruptcy Act, the Securities Act and the Securities Ex- 
change Act, all of which are of great importance in the foundation 
upon which reorganization must rest. These legal aspects will be 
covered as briefly as may be possible and then specific cases will be 
used to demonstrate the accounting effect of the methods em- 
ployed in such instances. 


What Does Revamping Capital Structures Mean? 


The word capital, if limited to its accounting significance, means 
the excess of assets over liabilities, commonly termed net worth, 
which in a corporate balance sheet finds reflection in the several 
classes of capital stock and surplus. In its broader economic mean- 
ing it has various definitions, preferably wealth used in the pro- 
duction of wealth (producers’ capital). In the process of revamp- 
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ing capital structure it may be desirable not only to adjust capital 
stock but also to dispose of properties, etc. 

With respect to reorganization Paul D. Cravath in 1916 in a 
lecture before the Bar Association defined the term as: 


“the rearrangement of the financial structure of an incor- 
porated enterprise, rendered necessary by insolvency or 
by the inability of the corporation to secure the neces- 
sary funds for its operation because of obstacles result- 
ing from its financial structure.” 


Recapitalization contemplates an arrangement whereby the stocks 
and bonds of the corporation are readjusted as to amount, income 
or priority. A refinancing relates generally to such transactions as 
the exchange of old bonds for bonds of a new issue. 


The incentive to revamp capital structure arises from a desire 
to strengthen the financial position or control of the company 
whether the peril be imminent or remote. The weakness usually 
finds expression in a lack of working capital. 

Often, where fixed charges are high, lack of earning power suf- 
ficient to meet such charges results in insolvency. Inability to re- 
new short term debt may have a similar effect. There are many 
cases of companies which have expanded rapidly and profitably, 
in which such profits have gone back into plant, larger inventories, 
larger receivables and therefore have not been available for distri- 
bution. Upon insistent demand for dividends such companies 
have pursued the incongruous practice of increasing current debt 
to provide funds out of which to pay dividends, with the result that 
subsequent recession has left them with impaired working capital 
and facing insolvency. In other cases, although profits may have 
been withheld from distribution they have been invested tem- 
porarily in marketable securities. Drastic reductions in value of 
such securities have been responsible for much embarrassment ; 
such losses have dissipated previous earnings and (coupled with 
other losses, frozen receivables, or inactive and depreciated inven- 
tories) have also led to insolvency. One need not go into detail 
concerning the problem of excess facilities. It is self-evident from 
the idle plants to be seen on every hand that this particular factor 
is with us. Many of you are struggling with it in your current ac- 
counting. On the other hand, the contraction of business has left a 
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few fortunate businesses in the position of having excess capital in 
the form of debentures or preference stocks which may be retired. 


What are Some of the Methods of Accomplishing Reorganization? 


The procedures which may be considered fall into three classes, 
those available under the Bankruptcy Act, Equity Receiverships, 
and Voluntary Readjustments. Dissolution should be avoided un- 
less the organization and goodwill and potential markets of an in- 
stitution are dead, Similarly, ordinary bankruptcy proceedings are 
seldom advantageous to stockholders or creditors unless, from the 
viewpoint of creditors, such proceedings may serve to invalidate 
liens or judgments which have been secured by favored creditors 
within four months prior to the time of bankruptcy or to expose 
and to obtain redress for other past irregularities. The statutes of 
several states go farther than the bankruptcy act in this respect. 
Transactions with favored creditors, particularly when such fav- 
ored creditors are at the same time officers, directors or substantial 
stockholders of the debtor corporation, may involve a breach of 
fiduciary relationship warranting restitution. For example, the 
Corporation Laws of New York State prohibit the loaning of 
money by any stock corporation to any stockholder and also pro- 
hibit the corporation from discounting a note of a stockholder or of 
receiving such instrument in payment of stock. In case of violation, 
officers or directors assenting to such loans or receiving such in- 
struments are jointly and severally liable for repayment to the cor- 
poration. Amendments of the stock corporation law in 1929 ex- 
tend the preferred payment period (limited in the National Bank- 
ruptcy Act to four months) to a period governed by statute 
of limitations running six or ten years depending upon the cir- 
cumstances. Under this amendment any payment made to a cred- 
itor to the prejudice of other creditors when such creditor had 
reason to believe insolvency of the corporation imminent or that 
such payment would cause insolvency, may be recovered by the 
corporation from such creditor, and officers or directors who had 
been parties to authorizing such preference are also liable to the 
corporation. Furthermore, no corporation which has refused to 
pay debts as they fell due, may transfer property to officers, direc- 
tors or stockholders of the corporation, unless the full value there- 
of is paid in cash by such transferee. 
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AMENDMENT TO THE BANKRUPTCY ACT 


On June 7, 1934, an amendment to the Bankruptcy Act was 
signed by President Roosevelt, adding a new section 77-B entitled: 
“Corporate reorganizations.” This amendment grants to corpora- 
tions the right, on their own initiative, or that of their creditors or 
stockholders to effect a reduction of fixed charges and to scale down 
excessive debt structure to enable the corporation to continue op- 
erations on a profitable basis. The new proceedings are designed to 
replace the system of federal equity receiverships under which cor- 
porations were practically compelled to reorganize prior to the 
enactment of 77-B. In the past many voluntary readjustments 
were preceded by a receivership or even by the institution of fore- 
closure proceedings as an effective means of convincing security 
holders that their cooperation in a proposed voluntary reorgani- 
zation was essential to avoid expense and loss incident to liquida- 
tion or foreclosure. Having gained the necessary support, the re- 
ceivership could be dismissed or the foreclosure abandoned. 

Under 77-B, three or more creditors with aggregate valid claims 
of $1,000 may file a petition stating that the corporation is unable 
to meet its obligations as they mature or that it has committed an 
act of bankruptcy and such creditors may pray for a reorganization. 
The corporation is designated as the “Debtor” not as a “Bankrupt.” 
If the petition is dismissed it does not constitute an act of bank- 
ruptcy nor an admission of insolvency. The court may continue the 
debtor in possession of the property, appoint a trustee (with the 
usual provisions to hold hearings as a result of which such appoint- 
ment may be made permanent), appoint a substitute or restore 
possession to the debtor. 

Under 77-B, there are certain mandatory provisions to be em- 
bodied in the plan of reorganization: 


(1) Modification of rights of classes of creditors, secured or 
unsecured, either through issuance of new securities 
or otherwise. 

(2) Payment in cash of costs of administration, except that 
compensation of certain parties, with their consent, 
may be paid in securities. 

(3) Adequate protection of each class of stockholders, of 
which less than a majority shall accept the plan, for 


271 








N. A. C. A. Bulletin November 15, 1934 





the realization of the value of their equity, if any, in 
the property dealt with by the plan. Such realization 
may be provided through sale of the property or by 
appraisal and payment in cash of the value of such 
equity, or by such other methods as will do substan- 
tial justice to such stockholders in the particular case. 


(4) As to any class of creditors, of which less than two- 


thirds in amount shall accept the plan, adequate pro- 
tection of the value of their interests by one of four 
methods: (a) Transfer or sale of such property sub- 
ject to the interest of such creditors or by the retention 
of said property by the debtor subject to such inter- 
ests; (b) by a sale free of such interests at not less 
than a fair upset price and the transfer of the pro- 
ceeds of such sale to such interests; (c) by appraisal 
and payment in cash of such interests; (d) by such 
other method as the judge may deem equitable. 


(5) Specification of any class of creditor or stockholder 


not affected by the plan and such provision with re- 
spect thereto as may be appropriate—the court shall 
determine whether such classes are or are not affected 
by the plan. 


(6) Specifications of what claims, if any, are to be paid in 


cash in full. 


(7) Provision of adequate means for the execution of the 


plan which may include the transfer of the Debtor’s 
property to another corporation or consolidation or 
merger, or retention of the property by the Debtor, the 
distribution of assets among creditors or any class 
thereof, the satisfaction or modification of liens, in- 
dentures or other instruments, the curing or waiving 
of defaults, extension of maturity dates of securities, 
change in interest rates, and other terms of securities, 
amendment of the charter of the debtor, issuance of 
securities for cash or by exchange or in satisfaction 
of rights or for other appropriate purposes. 


There are also permissive rights to modify or alter rights of stock- 
holders generally or of any class, either through issuance of new 
securities or otherwise. The plan may deal with all or any part of 
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the property of the Debtor, and may include any other appropriate 
provisions not inconsistent with the Act. 

The plan of reorganization may be proposed by the Debtor, or 
by creditors or stockholders provided the plan has been approved 
by not less than 25% in amount of any class of creditors affected 
by the plan and not less than 10% in amount of all claims against 
the Debtor ; or if the Debtor is solvent by not less than 10% of any 
class of stock outstanding and affected by the plan and not less than 
5% of the total number of all classes of stock outstanding. 

The plan cannot be confirmed by the court until it has been ac- 
cepted in writing and such acceptances have been filed by or in be- 
half of (a) creditors holding 2/3rds in amount of the claims of 
each class whose claims have been allowed and would be affected 
by the plan and (b) stockholders holding the majority of stock of 
each class. 

After hearing objections, the Court shall confirm the plan if sat- 
isfied in respect of the following points: 


(1) That it is fair and equitable and does not discriminate 
unfairly in favor of any class of creditors or stock- 
holders, and is feasible; 

(2) That it complies with the mandatory provisions affect- 
ing any plan; 

(3) That it has been accepted by the requisite amount of 
creditors and stockholders ; 

(4) That it complies with the special provision relating to 
utilities (approved by Commission, etc.) ; 

(5) That all amounts to be paid by the debtor or its succes- 
sor or by reorganization committees or managers inci- 
dent to the reorganization have been fully disclosed 
and are reasonable ; 

(6) That the offer of the plan and its acceptance are in good 
faith and have not been made or procured by any 
means forbidden by the Bankruptcy Act; 

(7) That the Debtor and every other corporation issuing se- 
curities or acquiring property under the plan is au- 
thorized by charter or by law to take all actions neces- 
sary to consummate the plan. 
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Upon confirmation of the plan by the Court, the Debtor and cor- 
porations organized incident to the plan have full authority to put 
the plan into operation. 

The terms of the plan become binding upon (1) the Debtor, (2) 
all stockholders thereof (including those who have not acquiesced) 
and (3) all creditors whether or not affected by the plan and 
whether or not claims have been filed, whether or not approved, 
including creditors who have not acquiesced. 

Securities issued pursuant to a plan of reorganization confirmed 
by the Court, including securities issued for the purpose of raising 
money for working capital, and securities issued by the debtor or 
by the trustee, and certificates of deposit, representing securities of 
the debtor, which it is proposed to deal with under the plan, are 
exempt in general from the provisions of the Securities Act. 

If the plan of reorganization fails, and the debtor is insolvent 
the Court may enter an order directing the trustee to liquidate the 
business. 


Differences Between the Two Methods 


Before the enactment of 77-B, a receivership through the Fed- 
eral Courts was available to corporations having property in sev- 
eral states, and was usually brought about by filing a bill in the 
proper U. S. Circuit Court. Such a bill might be offered by cred- 
itors or might be initiated by the corporation itself with the aid of 
creditors. The prayer of the bill was that the court should admin- 
ister the assets and appoint a receiver. 

After the appointment of a receiver, there was a mass of legal 
complications, many of which are avoided, or are under better con- 
trol, in the new provisions of the Bankruptcy Act. Under the old 
procedure if there were defaults in bonds, the officers of the cor- 
poration or the underwriting bankers would form a Bondholders 
Protective Committee thereby centralizing the effective control of 
the bonds. The powers sought by such committees practically 
placed them in the position of owners of the bonds and the goal of 
the committee was to secure a sufficient number of deposited bonds 
to assure the degree of control required under the indentures of the 
issue to enable such committee to dictate policy to the trustee under 
the mortgage. The protective committee usually had the right to 
formulate its own plan or to accept some other plan, and sometimes 
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the agreement provided that before adopting a plan, such plan 
should be submitted to the depositors for approval. 

The plan of reorganization was then, and no doubt will continue 
to be under 77-B, a matter of negotiation between two or more 
committees ; at least a stockholders’ committee and a creditors’ com- 
mittee. Finally, the committees may reach a common ground as a 
result of which a joint Reorganization Committee will endorse a 
plan. 

In the past the theory of the plan usually was based upon a fore- 
closure of a mortgage or upon some other form of enforcement of 
the rights of creditors whereby the Reorganization Committee, be- 
cause of effective ownership of deposited securities, took title to the 
property and then transferred it to a new corporation, receiving 
from such new corporation the new securities provided by the plan. 
The Committee then distributed the new securities to those entitled 
to them under the plan. Naturally, funds were needed to cover the 
expenses of reorganization and to pay off those who did not join 
in the plan; sometimes to pay off entire underlying liens. Such 
funds were provided by an underwriting of new securities or by 
means of an “assessment” upon the holders of securities which rep- 
resented the equity which was junior to the obligations which were 
being enforced and which would probably be wiped out if fore- 
closure and liquidation had resulted in lieu of the plan of reorgani- 
zation. New stocks or obligations were usually issued for such 
funds. Such “assessments” were in fact a sale of new securities. 
These new securities were usually underwritten by banking syndi- 
cates which assumed the obligation to take up all of such securities 
as were not subscribed for by old holders. If the reorganization 
committee could obtain such an underwriting it virtually assured the 
participation of the greater part of the old security holders inter- 
ested in the equity and it happened sometimes that the bankers re- 
ceived their commission on the whole issue and did not have to take 
up a bit of it. In theory, the underwriters ran the risk of having 
to take up the whole issue, in which event they had to put up the 
cash, 

The striking difference between the old procedure and that pre- 
scribed under 77-B is the power to compel the acceptance of reor- 
ganization terms by non-assenting security holders. There are 
serious questions as to the constitutionality of these provisions of 
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77-B which compel such non-assenting security holders to accept 
plans of reorganization against their will, or to compel mortgagees 
or other creditors to surrender the right of doing as they please 
with their own property. As far back as 1890, in the case of 
Kneeland vs. American Loan Co. (136 U. S. 89) a circuit judge 
endeavored to use the power of the Court to force a plan of reor- 
ganization upon unwilling bondholders, but the Court of Appeals 
set aside the order. In referring to the plan, the presiding judge 
said : 
“Now, that may be a wise business proposition, and if the 
Court had power to take hold of these things and do for 
the people, who are mortgage bondholders, that which it 
thinks best for them, we might have no hesitation in 
sustaining this; but every man in this country decides 
questions in respect of his own property for himself.” 


The Court records are filled with a maze of cases on this point, in 
several cases awarding judgments to creditors or others who had 
been frozen out, many years after reorganizations had been con- 
cluded and the new business conducted profitably. Perhaps the 
ideals (or fantasies) of the New Deal may percolate into the Su- 
preme Court, and by some involved reasoning superimpose the 
philosophy of “Human Rights” upon the philosophy of “Property 
Rights” and sustain the principles laid down in 77-B. The perplex- 
ing question here is: Whose “Human Rights” are more important, 
those of stockholders, bondholders or other creditors? The answer 
probably is that the Courts are perhaps in the best position to see 
that all groups are dealt with as fairly as may be possible and to 
forestall endless litigation. It is interesting to note that the 
Shackno Act (relating to real estate, and involving the same prin- 
ciple of forcing acceptance of a plan upon dissenting parties) has 
been upheld by the Circuit Court of Appeals and is now in the 
U. S. Supreme Court where it is likely to be upheld. 

Under the old system the Joint Reorganization Committee re- 
served the right to declare the plan operative. Under 77-B the 
Court makes that decision. 


VoLUNTARY READJUSTMENTS 


The procedure under 77-B or under the system of equity re- 
ceivership involves the supervision of the Court. There are many 
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cases, however, in which much of the expense entailed in such in- 
tervention may be avoided. That general class of cases may be 
termed voluntary readjustment. 

Dealing with creditors in a voluntary readjustment is a matter 
of negotiation. They must either be paid or they must agree to 
accept some compromise or security in consideration of their claims. 
The rights of stockholders present many more complex questions. 
The invention of no-par stock solved many of the practical prob- 
lems relating to common stock of par value, particularly the basic 
requirement that par value stock may not be sold at a discount. 
Par value stock may be transformed now into stock of no-par value 
and additional no-par stock may be sold, or a portion of par value 
stock may be turned back (donated) to the corporation and then be 
resold for what it may bring. Or if there has been no preferred 
stock, such stock may be authorized and sold. As to preferred stock 
already outstanding very little can be done without unanimous or 
large majority consent (depending upon the charter provisions or 
statutes of state of incorporation under which such stock was orig- 
inally authorized). Without that consent the rate of dividends can- 
not be changed nor can the right to arrears of cumulative dividends 
be affected, but sometimes a preferred issue with a priority may 
be created. Subject to charter inhibitions relating to preferred 
stock or indenture provisions relating to fixed obligations part of 
the property of the corporation may be sold to raise needed working 
capital. 


Potential Earning Power 


One of the most important objects of revamping capital struc- 
tures is to rehabilitate working capital. Needless to say, the poten- 
tial earning power of a corporation is a very important factor in 
determining the course which it must pursue in raising additional 
working capital. If a company is prospering but the profits are in- 
sufficient to meet the need for additional capital, the chances are 
that in due course it reaches the limit of open credit and bank bor- 
rowings. More volume usually requires additional plant facilities, 
greater investment in inventories and receivables. Industrial enter- 
prise because of the basic hazard seeks to avoid fixed charges for 
interest and therefore usually avoids bonded indebtedness, if it can 
find a market for preferred stock. Today, for example, it would be 
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a matter of judgment in the light of specific circumstances to de- 
termine whether a business with stable earnings through the period 
of depression should issue bonds or debentures at 5% or preferred 
stock at 7%. The ability to market the respective classes of secur- 
ity, the question of discount or commission, the possible maturity 
of the debt or the cumulative or non-cumulative dividend factor in 
respect of preferred stock would be matters which would motivate 
the choice as would also the conversion and redemption provisions, 
if any, in existing securities. So also in revamping capital structure 
in the face of adversity similar problems present themselves. May 
creditors be influenced to accept debentures? Certainly not without 
great difficulty if the operations have shown repeated and discour- 
aging losses. Even if there have been earnings, more or less meager, 
are the prospects such as to lend assurance that operations will 
stand the strain of the fixed charge? Should preferred stock be 
offered these creditors? Have the earnings been sufficient to jus- 
tify the expectation that dividends thereon may be paid? Perhaps 
these creditors may finally be influenced to extend the maturity of 
their claims for a period of a few years, to accept notes in satisfac- 
tion of such current claims. Perhaps preferred stockholders may 
exchange their stock, waiving arrears of dividends, for new pre- 
ferred stock plus some common, and perhaps the common stock- 
holders will scale down their holdings and subscribe to an issue of 
debentures waiving interest thereon for a period of years. 


The broad general background of the methods of effecting re- 
organization have been outlined in the foregoing discussion, ex- 
cepting in so far as these are affected by other new federal legis- 
lation relating to securities. The effects of reorganization upon 
capital structure may be made clearer by reviewing several prac- 
tical cases. Before doing so, however, some reference should be 
made to the new legal responsibilities of all parties concerned in 
the issuance of new securities. 


FEDERAL LEGISLATION RELATING TO SECURITIES 
When President Roosevelt recommended the enactment of the 
Federal Securities Act of 1933, he said: 


“What we seek is a return to a clearer understanding of 
the ancient truth that those who manage banks, corpo- 
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rations, and other agencies handling or using other 
people’s money, are trustees acting for others.” 

It is alleged also that he explained that our ancient legal maxim 
of caveat emptor should in this enlightened age he changed to 
caveat vendor. The excesses engendered by the optimism of the 
decade which preceded October, 1929, brought in their wake 
scathing criticism of many practices which had been followed in 
the marketing of securities during the years of prosperity. Some 
of that criticism no doubt was justified but much of it also was 
based upon hindsight involving a failure to consider certain acts 
in the light of the optimism and general business prosperity pre- 
vailing during the prior years, and the general debacle which fol- 
lowed. Running to extremes is a common fault of the masses. 
It inevitably followed that legislation was enacted which is consid- 
ered by those who have heretofore undertaken the flotation of se- 
curities to be unduly drastic. Restated, the object of the legislation 
has been to protect investors by prescribing the character of infor- 
mation which must be disclosed in offering securities for sale, but 
not to prescribe the particular type of security to be issued nor, in 
any sense, to place the stamp of approval of the government upon 
the merit of securities issued. In fact some eminent attorneys 
maintain that “cats and dogs” may still be sold provided all material 
facts are disclosed. The general principle of adequate disclosure is 
unquestionably laudable and while the Securities Act of 1933 im- 
posed unduly harsh liabilities these have been modified somewhat 
by amendments thereof which accompanied the Securities Ex- 
change Act of 1934, and in time may be modified further. The 
Securities Act has one underlying principle, namely, the require- 
ment of disclosure of material facts, and relates particularly to the 
issuance of new securities. The Stock Exchange Act has three 
major purposes: (1) the curbing of speculation, (2) the preven- 
tion of manipulation of securities markets, (3) the disclosure of 
material facts in published statements relating to securities gener- 
ally whether old or new issues. 

While the enactment of the Securities Act preceded that of the 
Securities Exchange Act, the Securities Act appears to be subsidi- 
ary to the other when considering the question of flotation and 
trading in securities as a whole. The Securities Exchange Act will 
therefore be discussed first. 
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Securities Exchange Act 


Let us take a brief look at the provisions of the Securities Ex- 
change Act. The necessity for regulation is described in section 2 
of the Act: 


“Transactions in securities as commonly conducted upon 
securities exchanges and over-the-counter markets are 
effected with a national public interest which makes it 
necessary to provide for the regulation and control of 
such transactions and of practices and matters re- 
lated thereto, including transactions by officers, direc- 
tors, and principal security holders, to require appro- 
priate reports, and to impose requirements necessary to 
make such regulations and control reasonably complete 
and effective, in order to protect interstate commerce, 
the national credit, the federal taxing power, to protect 
and make more effective the national banking system 
and federal reserve system, and to insure the main- 
tenance of fair and honest markets in such transac- 
tions.” 


The Act provides for the creation of a securities and exchange 
commission authorized to administer the Act. The Act makes it 
unlawful for any Exchange to afford facilities for dealing in secur- 
ities unless the Exchange be licensed as a national securities ex- 
change. It provides for the promulgation of elaborate regulations 
relative to: 


(a) Margin requirements, 

(b) Restrictions on borrowings by members, brokers and 
dealers, and 

(c) Prohibition against manipulation of security prices, 


Insofar as corporations as such are concerned, section 12 of the 
Act provides that it shall be unlawful for any member, broker or 
dealer to effect any transaction of any security on a national secur- 
ities exchange unless the registration is effective as to such se- 
curity for such exchange in accordance with the provisions of the 
law and the rules and regulations promulgated by the commission. 
A security may be registered on a national securities exchange by 
the issuer filing an application with the exchange and with the 
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commission, and the law itself provides that such registration state- 
ment shall include the following information: 


“(a) a description of the organization, financial structure 
and nature of the business, (b) terms, position, 
rights and privileges of the different classes of 
securities outstanding, (c) the terms under which 
these securities are to be and during the preceding 
three years have been offered to the public, (d) 
the directors, officers and underwriters, and each 
security holder of record holding more than 10 
per cent of any class of security, their remuner- 
ation and their interest in the securities of and 
their material contract with the issuer, (e) re- 
muneration to others than directors and officers 
exceeding $20,000 per annum, (f) bonus and 
profit-sharing arrangements, (g) management and 
services contracts, (h) options existing or to be 
created in respect of securities, (i) balance sheets 
for not more than three preceding fiscal years, 
certified if required by the rules and regulations 
of the commission, (j) profit and loss statements 
for not more than the three preceding fiscal years, 
certified if required by the rules and regulations 
of the commission, (k) any further financial 
statements which the commission may deem 
necessary or appropriate for the protection of 
investors.” 


The Act goes on to provide for periodical and other reports, 
stating specifically that every issuer of a security registered on a 
national securities exchange shall file such information and docu- 
ments relative to the issuer and such annual reports, certified if re- 
quired by the rules and regulations of the commission, and such 
quarterly reports as the commission may prescribe. Furthermore, 
notwithstanding the foregoing provisions of this section the com- 
mission may permit securities listed on any exchange at the time of 
registration of such exchange to be registered for a period ending 
not later than July 1, 1935, without complying with the provisions 
of the act in respect of the filing of registration statements. Defi- 
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nite rules relating to the filing of registration statements are still 
in the process of formulation. The New York Stock Exchange 
and The New York Curb Exchange have been licensed as national 
securities exchanges. Most companies heretofore listed on those 
exchanges have been temporarily registered and transactions in 
their securities continued on the basis of a very simple application 
requesting that privilege. Nine months remain within which time 
it will be determined what further detailed information will be re- 
quired to be filed by such companies seeking permanent listing on 
the exchanges. 

Directors, officers and principal stockholders of listed corpora- 
tions are by the Act required to file periodic reports setting forth 
any changes in their holdings of the securities of the issuer, and 
any profit realized by such person in respect of such transactions 
within any period of less than six months shall inure to the issuer. 
As to directors and officers, it means any and all transactions with- 
in such period of time. As to principal stockholders, holding di- 
rectly or indirectly 10 per cent of any class of any security, any 
profit on dealings in such securities likewise inures to the cor- 
poration. 

Any person who makes any statement in any application, report 
or document filed pursuant to the Act which statement was at the 
time and in the light of the circumstances under which it was made 
false or misleading with respect to any material fact shall be liable 
(to any person who in reliance upon such statement shall have pur- 
chased or sold a security at a price which is affected by such state- 
ment) for damages caused by such reliance unless the person sued 
shall prove that he acted in good faith and had no knowledge that 
such statement was false and misleading. In any such suit the Court 
may in its discretion require an undertaking for the payment of 
cost of such suit and assess reasonable costs including attorney’s 
fees against either party to the litigation. 


Securities Act 


One of the most fertile fields of speculation lies in the issuance 
of new securities. Aimed specifically at the protection of investors 
in respect of such new issues, the Securities Act of 1933 and its 
amendments provide in general as follows: 

That no interstate offering of securities shall be made unless 
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there be filed with the commission a registration statement signed 
by the issuer, its principal executive officer or officers, its principal 
financial officer, its controller or principal accounting officer, and a 
majority of the Board of Directors or persons performing similar 
functions, and the signatures of any experts (accountants, ap- 
praisers, etc.) as to parts of the registration statement for which 
they may have assumed responsibility. The registration statement 
must include such information as the commission may by its rules 
or regulations require as being necessary or appropriate for the 
protection of investors, 

The first form of registration statement was approved July 6, 
1933 by the Federal Trade Commission who were responsible un- 
der the Securities Act of 1933 before its amendment in connection 
with the Securities Exchange Act of 1934. That document is very 
detailed and requires balance sheets, profit and loss statements and 
schedules of details relating thereto which, in the case of our 
largest corporations, would run into many volumes, The Act pro- 
vides for the preparation of a prospectus, also, which is an abbre- 
viation of the registration statement but which in every case must 
refer to the complete registration statement on file with the com- 
mission. 

As previously stated, the fundamental requirement in the regis- 
tration statement is that of complete disclosure of material facts, 
and failure to disclose such material facts or the omission to state 
a material fact required to be stated “to make the statements there- 
in not misleading” subjects to severe civil liability every person 
who has signed the registration statement and every director who 
was performing such function at the time of filing the registration 
statement, every underwriter, and every person who with his con- 
sent is named in the registration statement as accountant, engineer, 
appraiser, etc., who has with his consent been named as having pre- 
pared any part of the registration statement. In the law originally 
enacted the burden of proof was placed upon the defendant to sus- 
tain the proof that he had, “after reasonable investigation, reason- 
able ground to believe and did believe, at the time such registration 
statement became effective, that the statements therein were true 
and that there was no omission to state a material fact required to 
be stated therein or necessary to make the statements therein not 
misleading.” In determining what constitutes reasonable investiga- 
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tion and reasonable grounds for belief the standard of reasonable- 
ness was that required of a person occupying a fiduciary relation- 
ship. In the Act as amended, the plaintiff must sustain the burden 
of proof, and such belief is changed from the positive to the nega- 
tive to read that the defendent had no reasonable ground to believe 
and did not believe that the statements therein were untrue or that 
there was an omission to state a material fact, etc. Some difference 
of opinion exists as to whether it will be more difficult to sustain 
the burden of proof that there hasebeen no reasonable ground to 
believe a statement untrue than to sustain the burden of proof that 
there has been reasonable ground for believing it true. By amend- 
ment, the standard of reasonableness has also been changed to that 
required of a prudent man in the management of his own property. 
The distinction may be explained loosely by the difference between 
“extraordinary care and diligence” relating to the fiduciary as 
against “reasonable care and diligence” in the case of the prudent 
man. There have been changes also in respect to (a) the measure 
of damages, (b) proof by the plaintiff in respect to reliance on the 
registration statement and (c) in the statute of limitations appli- 
cable to the act. The fact remains that the Securities Act as 
amended still places a tremendously greater responsibility (as well 
as related liability) upon officers, directors, underwriters and ex- 
perts for the disclosure of material facts than has ever before 
been dreamt of in legislation relative to the control of the issuance 
of securities in this country. As you probably know, in England the 
issuance of securities has been subject to the Companies Act for 
many years, but its provisions are such as -to reasonably control 
disclosure and yet not hamper the free flow of capital. 

Much refunding of maturing issues and much new financing has 
been put on the shelf pending further amendment of the Act or 
pending the outcome of litigation affecting the more daring few 
who proceeded to issue securities under the Act. Reference has 
been made to the fact that reorganizations undertaken under the 
supervision of court pursuant to 77-B of the Bankruptcy Act are 
immune from the liabilities of the Securities Act. This has opened 
the way for certain classes of reorganization, namely, those actu- 
ally insolvent or distinctly on the border line of insolvency, as well 
as cases in which stockholders equity has been extinguished by 
losses, regardless of insolvency. So, too, recapitalizations which do 
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not involve a public offering and which deal only with present se- 
curity holders are in general immune from the Act and many of 
these have proceeded, 


CasE STUDIES 


The idea of a registration statement is not a new one. The New 
York Stock Exchange and other reputable stock exchanges have 
for many years required the filing of a listing application in respect 
of securities listed on the exchange and the character of these list- 
ing applications has been under the supervision of the Committee 
on Stock List. These listing applications have been available to 
any and all investors upon the payment of a nominal fee to the 
Stock Exchange and have in all cases included balance sheets and 
profit and loss statements covering three or more years and all of 
the pertinent facts relating to the capital structure and operations 
of the business. The requirements of the Stock Exchange during 
recent years have become increasingly exacting, and properly so. 

For the purpose of studying methods and results of reorganiza- 
tion these listing applications are indeed a fruitful source of infor- 
mation. These listing applications have been availed of by those 
who have pursued the purchase of securities on an informed basis 
and certainly by those who have sought to act in the capacity of ad- 
visers to investors, On the other hand, how many of the thousands 
of speculators early in 1929 ever referred to listing applications or 
published statements ? 


Case No. 1 


Let us look at a case arising in 1932, which relates to the creation 
of a capital surplus by the reduction of capital stock and the reduc- 
tion of book value of fixed assets and goodwill. A typical case is 
that of the A corporation, covered in a listing application dated 
June 28, 1932 in which it is stated: 


“At a meeting of the Board of Directors held on May 25, 
1932, resolutions were adopted declaring advisable and 
recommending to the stockholders an amendment to the 
certificate of incorporation to change 1,000,000 shares 
of common stock without par value into a like number 
of shares of $10 par value at the rate of 1 share of 
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par value stock for each outstanding share of stock 
without nominal or par value. 

“It is proposed that this reduction be allocated to capital 
surplus on the books of the corporation to be applied 
in the discretion of the Board of Directors to the re- 
duction of the book value of the fixed assets, of the 
goodwill or the capital assets of the corporation, or on 
account of capital losses or that there be set aside there- 
from reserves for such purposes, or used as otherwise 
permitted by law.” 


The earnings, of the corporation as reported in this listing ap- 
plication were as follows: 


For the year ended December 31, 1930 a net profit trans- 
ferred to surplus of $234,400. 

For the following year a loss of $1,240,000 and 

For the four months ended April 30, 1932 a loss of 
$1,068,000, 


The permanent assets of the corporation at April 30 1932 amounted 
to $24,000,000 with a reserve for depreciation of $4,500,000 or a 
net book value of $19,500,000. The published surplus account of 
the corporation for the year ended December 31, 1932 showed a 
capital surplus arising from change from no-par shares to shares 
of $10 par value of $15,100,000 and showed deductions from 
such surplus as follows: 

Reduction in book value of land, buildings and equipment, as 
determined by the Board of Directors, $9,000,000, and a loss from 
operations for the year ended December 31, 1932 of $1,800,000, 
with a final balance of surplus of $4,800,000 stated to be capital 
surplus after having charged thereagainst a profit and loss deficit. 
The profit and loss statement for the year ended December 31, 
1932 showed a deduction for depreciation in the amount of $1,- 
040,000 as against a relative deduction in the two preceding cal- 
endar years each in excess of $1,200,000. As to the result accom- 
plished, it is obvious that this revamping of capital structure was 
made for the purpose of wiping out the operating deficit and of 
enabling the corporation to pursue its operations at a saving of 
roughly $200,000 in depreciation per annum thereafter. All this 
was done with the consent and approval of the common stockhold- 
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ers. This is a typical example of the socalled “painless reorgani- 
zation.” 

While it is true that the old corporate entity continues its ex- 
istence, there is in effect a new starting point. Recognizing this 
fact and recognizing also that earnings before and after such reor- 
ganization are no longer comparable, the New York Stock Ex- 
change insists in such cases that operations subsequent to the date 
of reorganization shall be reflected in an earned surplus which 
shall be stated somewhat as follows: “Earned surplus, from Janu- 
ary I, 1933.” This is, of course, entirely proper. 

On the other hand there is some question as to whether a cor- 
poration which has a balance of earned surplus may with propriety 
charge off reductions of capital assets against capital surplus and 
then continue to add subsequent profits and losses to the prior bal- 
ance of earned surplus, bearing in mind that the profit and loss for 
years before and after such changes are determined on entirely dif- 
ferent bases relative to depreciation. Such an action is a breach 
of the acknowledged accounting principle that: 


“Capital surplus, however created, should not be used to 
relieve the income account of the current or future 
years of charges which would otherwise fall to be made 
thereagainst.” 


Case No. 2 


A somewhat more involved situation may be found in the listing 
application filed by the B Corporation on: February 1, 1933. As 
shown by the balance sheet dated December 31, 1931, published 
in that listing application, the company had total current assets ag- 
gregating $5,233,000 and current liabilities aggregating $11,173,- 
000, such liabilities including $8,500,000 of notes payable to banks 
and bankers described in the previous balance sheet as one-year 
4%% notes, 

The plan of reorganization as described in the listing applica- 
tion proposed that a new company be organized with a capitaliza- 
tion consisting of $3,567,800 of 15-year first mortgage 6% bonds, 
$3,500,000 15-year convertible 6% debentures, 300,000 shares of 
Class A stock and 750,000 shares of Class B stock. 430,285 shares 
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of Class B stock were to be reserved for conversion of debentures 


and Class A stock. The listing application went on to say: 


“It is further proposed that the new company acquire all 
of the assets and business of the present Corporation 
and that the securities of the new company be distri- 
buted to creditors and stockholders of the present Cor- 
poration on the following basis: 


(1) For the $8,716,000 indebtedness of the present 
Corporation to banks, the bank creditors will 
receive an aggregate of $1,000,000 of first mort- 
gage bonds, $2,989,500 of convertible debentures 

and 189,065 shares of Class A stock. 

(2) For the $2,317,500 indebtedness of the present 
Corporation secured by purchase money mortt- 
gages, the creditor will receive $1,000,000 of 
first mortgage bonds, $510,500 of convertible de- 
bentures and 32,280 shares of Class A stock. 

(3) Creditors under land contracts in the amount of 
$193,017 and merchandise and certain other 
creditors will either receive equivalent claims 
against the new company or have their claims 
promptly paid. 

(4) Preferred stockholders of the present corporation 
will receive for each share of preferred stock 
2 shares of Class A stock of the new company, 
plus the right to subscribe, at the aggregate price 
of $2 plus accrued interest on the bonds, to $2 
principal amount of first mortgage bonds and 
1/5 of a share of Class B stock of the new 
company. 

(5) Common stockholders of the present organization 
will receive, for each share of common stock 
held, 1/10 of a share of Class B of the new 
company plus the right to subscribe, at the ag- 
gregate price of $2 plus accrued interest on the 
bonds, to $2 principal amount of first mortgage 
bonds and 1/5 of a share of Class B stock of the 
new company.” 
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“The offering of first mortgage bonds and Class B stock 
of the new company to the preferred and common 
stockholders of the present corporation will be under- 
written by a syndicate which will be composed of bank 
creditors of the present corporation, and the under- 
writers will receive an underwriting fee of 58,555 
shares of Class B stock for their services.” 


The letter which was issued to preferred and common stock- 
holders outlining the plan made the following statement: 


“The prompt adoption of the plan will have the following 
effect : 

(1) The new company will be provided with $1,567,800 of 
additional funds to carry on its business. 

(2) Liabilities, totaling $11,000,000 will be converted, 
about 4 into 15-year obligations and about %4 
into capital stock with the result that the new 
company will have current assets in excess of 
$4,000,000, including over $1,800,000 cash, as 
against current liabilities of $500,000 as at De- 
cember 31, 1932.” 


The listing application went on to say that the 15-year convert- 
ible 6% debentures were to be dated January 1, 1933, and were 
to bear interest at the rate of 6% per annum, but payment of the 
interest for the first eighteen months was to be postponed not later 
than the maturity of the debentures in the discretion of the Board 
of Directors. If payments of interest were so postponed, the inter- 
est postponed would have to be paid in full before any dividends 
could be declared or paid on any class of stock. Beginning with 
the third year after the date of the debentures they were to have 
the benefit of a sinking fund of $175,000 per year. The reor- 
ganization was effectuated February 9, 1933. The published state- 
ment of the old company as at December 31, 1932 before the con- 
firmation of the new organization gave effect to the things contem- 
plated by the plan of reorganization, and pursuant to that plan 
showed a write-off of $1,181,000 of amount due from officers and 
employees on cancelled stock purchase agreements, a write-off of 
$6,000,000 for adjustment of values of idle plant and equipment 
to present market, a write-off of goodwill of $9,500,000 and a 
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loss for the year of $3,088,000. The depreciation charge against 
income account of the old company for the year ended December 
31, 1932 amounted to $1,246,000, whereas the depreciation deduc- 
tion of the new corporation for the period from February 9 to De- 
cember 31, 1933 as presented in subsequent published statements 
showed a depreciation charge of $696,400. The net loss for the 
year ended December 31, 1932, after extraordinary charges of 
$795,000 amounted to $3,088,000, whereas the operations for the 
period from February 9 to December 31, 1933 showed a net loss 


of $696,700. 


Case No. 3 


On September 16, 1933 the C Corporation filed a listing appli- 
cation relative to 494,450 shares of its common stock of $5 
par value, on official notice of issuance under the plan of re- 
capitalization described in the listing application. The purpose 
of the issue and of the recapitalization is stated to be, to free the 
company of $2,108,000 of debt, to create a substantial surplus, to 
simplify the capital structure and to create a medium whereby 
additional credit and permanent capital could be secured. The 
plan of recapitalization contemplated a change in the authorized 
capital of the company to 750,000 shares of common stock with 
par value of $5 each. 256,450 shares were to be exchanged for 
the old stock outstanding of all classes; 240,000 shares were to 
be issued in exchange for $2,000,000 of 6% gold notes due in 
1937. An open account of $108,000 owed to the holder of the 
2,000,000 of gold notes was to be cancelled. The listing appli- 
cation goes on to say that all of the then issued and outstanding 
stock of the company, being the preferred, Class A and Class B 
stock, will be reclassified as common stock. 

The distribution of new shares was made on the following 


basis: 


(1) Holders of the present preferred stock of the com- 
pany received for each share of preferred stock 
held 3 1/5 shares of common stock. 

(2) Holders of the present Class A stock of the com- 
pany receive for each share of Class A stock 
held 1/10 of a share of common stock. 
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(3) Holders of the present Class B stock of the com- 
pany received for each share of Class B stock 
held 1/25 of a share of common stock. 

(4) The holder of the $2,000,000 note of the company 
received in exchange therefor 240,000 shares of 
common stock. 


The listing application stated further that it was proposed to 
prepare a valuation of plant, to be approved by disinterested 
appraisers, distinguishing between active and idle plant, and that 
such appraisal should be based upon present day replacement 
cost, modified by a reasonable factor of the earning power of 
the assets, and that a straight line depreciation rate should be 
recommended by the appraisers to be consistently applied in the 
calculation of annual depreciation. Idle plant was to be separately 
classified and stated at scrap value. 

The recapitalization did not solve the difficulty and subsequent 
thereto the Corporation has filed an application under 77-B con- 
templating a complete reorganization under the jurisdiction of 
the court. 


Case No. 4 

The listing application of the D Corporation dated June 24, 
1933 is another interesting document relating to proposed re- 
financing. The report of the auditors, included in the listing 
application, makes the following statement : 


“In addition there have been submitted to us documents 
and other data relative to the proposed transaction un- 
dernoted : 


(1) The reduction of the present outstanding stock by 
an exchange of I new share no-par value for 6 
of the present shares of no-par value now out- 
standing, with a resulting credit of $10,500,000 
to paid-in surplus. 

(2) The offering of 2,104,633 1/3 additional shares of 
Class A stock to stockholders at $18.90 per share 
on the basis of 5 shares for each share of Class 
A and Class B stock then outstanding (sub- 
scription to the additional shares so authorized 
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have already been underwritten to the extent of 
over $36,000,000 by debenture holders and other 
creditors of the Corporation) and the applica- 
tion of the proceeds thereof within the limits of 
the underwriting agreement to the payment of 
(a) such of the 5-year 6% convertible deben- 
tures (total principal amount outstanding $30,- 
000,000), the holders of which will, at the op- 
tion of the Corporation, be given, and shall have 
accepted, the opportunity to join in the under- 
writing, (b) bank loan debt of $8,115,000 and 
(c) accrued interest on both of the above. 

(3) A reduction of book value of investment by 
charges of (a) $37,247,000 to reserve for reval- 
uation of investments and (b) $22,693,000 to 
paid-in surplus. 

(4) Transfer of reserve for indeterminate liabilities 
and contingencies in the amount of $625,000 
and unearned income of $1,800,000 as an in- 
crease in paid-in surplus. 

(5) Provision from paid-in surplus of reserve for re- 
valuation of investments and advances of $14,- 
500,000 and for contingencies of $1,150,000. 

(6) Transfer of deficit from operations in the amount 
of $16,370,000 and unamortized debenture dis- 
count and expenses of $1,745,500 in reduction 
of paid-in surplus. F 


Briefly the factors of this refinancing reduced current liabili- 
ties as at December 31, 1932 of $11,772,000 to a total of $2,297,- 
000. It reduces the common capital stock, the only issue out- 
standing to 1/6 of its previous total and offered to shareholders 
the equivalent of the 5/6 of common stock so retired at a price 
sufficient to refund the major portion of the existing indebted- 
ness. The offer was underwritten by the holders of the bank 
debt and the majority of the holders of debentures who in effect 
agreed to take stock in exchange for their claims. The plan 
was approved by the stockholders and the net effect of the re- 
organization was to place the Corporation in a solvent financial 
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condition by the transfer of currently maturing liabilities into 
capital stock. 

The published balance sheet of the Corporation at December 
30, 1933 showed current assets of $18,260,000 and current lia- 
bilities of $3,900,000 and earned surplus since April 1, 1933 of 
$1,674,350 representing profit and loss of the 39 weeks then ended. 


CONCLUSION 


The foregoing examples drawn from listing applications of 
the New York Stock Exchange and published statements of these 
corporations illustrate the effects of changes in capital structure 
and how they are reflected in subsequent financial statements of 
those particular corporations. One might continue such examples 
indefinitely with variations as infinite as the hues of the spectrum. 
Ignoring cases which require a major operation to rehabilitate 
working capital and to restore the credit of an organization, one 
of the most acute problems of most businesses laboring under the 
contraction of markets is that of determining a sound value for 
physical properties actually employed or the employment of which 
may be anticipated in the short-range trend of business. The 
consumer’s attitude on price can not be ignored. Working back- 
ward from selling price how great a burden of depreciation can 
our costs absorb to enable us to see beyond the “break-even” 
point? Is industry willing to put itself in the position of a pur- 
chaser of a business in the evaluation of its own fixed assets and 
to apply the method employed in the valuation of securities, 
i.e.: the investment is worth four, five or ten times its earning 
power. Are stockholders prepared to have their corporations 
take their losses now and start afresh? Some maintain that the 
process of amortization of fixed values must be hastened ; tech- 
nological improvements bring obsolescence before investment may 
be recouped. How shall we determine the balance between these 
factors and the price a product should return and the price a 
product actually does bring? Manufacturing which requires heavy 
investment in facilities deserves a larger gross profit margin to 
compensate for the hazard of obsolescence and the fickleness of 
the consumer’s taste. Obviously, the throttling of technological 
improvement would bring greater stability—less hazard, but in 
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our modern philosophy standing still is considered retrogression. 
Raising the standard of living takes our wants constantly farther 
beyond the necessities of life, in other words encourages luxury 
expenditure. The production of luxuries involves increasingly 
greater hazard and when recession occurs, the purchase of luxu- 
ries registers curtailment first. It must follow that as more and 
more of our investment enters the field of production of luxuries 
the deeper will be the recessions when they occur. Hence the 
argument for the greater gross profit margin and the acceleration 
of amortization of fixed property values. 

From the standpoint of sound accounting there has been a 
natural and proper transition from the emphasis on accuracy of 
disclosure relative to balance sheet values to an emphasis on the 
importance of accuracy and consistency in the presentation of 
operating results. From this angle it is improper to arbitrarily 
write down plant and equipment values to avoid depreciation 
charges to earnings. Revaluations must be considered cautiously. 
Replacement values alone are no criterion when facilities are a 
drug on the market. The adjustments should be worked out as 
a result of engineering surveys and forecasts of the potentialities 
of the business. Such adjustments necessarily partake of the 
character of a reorganization of the business, require accurate 
disclosure and, from an accounting standpoint require a new start 
in reporting earnings. 

The approach to any readjustment of capital structure must 
be governed by a careful consideration of whether the contem- 
plated action is subject to the Securities Act. While voluntary 
readjustments are to be preferred because they are ordinarily 
less expensive, the protection afforded by the supervision of the 
courts under 77-B and the consequent freedom from the liabilities 
imposed by the Securities Act may make the latter course the 
more desirable. 
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THE DISTRIBUTION OF HOLDING COMPANY ExX- 
PENSES AMONG SUBSIDIARIES 


Compiled by the Research and Service Department 


The distribution of holding company expenses to subsidiaries 
became a subject of considerable importance with the passage of 
the 1934 Revenue Act limiting the privilege of consolidated re- 
turns to railroad groups. No doubt many corporation executives 
are considerably concerned, as we approach the end of the cal- 
endar year, with the basis to be used in making the distribution. 
Recently our Research and Service Department had occasion to 
submit a question dealing with this subject to a few of our mem- 
bers who seemed especially qualified to deal with it. The replies 
received appeared to be of sufficient general interest to justify 
publication. 


Question 


We have a group of manufacturing companies which are all 
subsidiaries of a holding company. While each company has its 
officers and manager, the policies and activities are closely con- 
trolled and co-ordinated. 

The General Manager, the Advertising Manager, the Traffic 
Manager, the Controller, and General Auditor of the entire group, 
and the President of the holding company are located at the office 
of one of the plants. When a consolidated income tax statement 
was filed each year the distribution of the executive expense to 
the subsidiary companies was not of a great deal of importance. 
But now that we will be required to file separate income tax re- 
turns for each of these subsidiary operating companies, we are 
studying closely the question of the basis upon which this distribu- 
tion should be made. 

We have considered: (a) a production basis; (b) a net sales 
basis; (c) a basis of sales weighted by the per cent of the cost of 
goods to sales; (d) an arbitrary basis. 

A diversity of products at the different plants makes it impos- 
sible to use either tonnage or count as a common denominator ; and 
the cost of goods produced does not take into account the selling 
activities which are of paramount importance in our organization. 
Thus the production basis seems inadequate. 


296 

















November 15, 1934 N. A. C. A. Bulletin 





There is a good deal to be considered in favor of a sales basis. 
But when the sales fall below normal in the territory of a com- 
pany and special effort is put forth to cure the difficulty, the re- 
lation of the sales of that company to the total might not be con- 
sidered as a fair measure. 

The basis of sales weighted by the per cent of the cost of goods 
sold to sales is virtually that of profitableness, and the company 
that made the largest profit would absorb the largest proportion 
of the executive expense. 

A per cent for each company to absorb could be determined on 
an arbitrary basis, based on the experience of the officers and 
their general knowledge of the conditions and affairs of the in- 
dustry, but it might be difficult to make a satisfactory explanation 
if fluctuation took place from year to year. 

I would like to know how this question is handled by other con- 
cerns similarly situated. 


Reply No. 1 

It seems to me that in view of the objections set forth in respect 
to bases a, b and c, there is little to do in the instant case but to 
use an arbitrary basis, d. In order to meet changing conditions 
the per cent to be assigned to each company should be determined 
before the start of each fiscal period, proper adjustment being 
made on the basis of the accumulated experience of the preceding 
years and any additional factors that are likely to have or may be 
expected to have a bearing on the situation during the ensuing 
year. 

In the absence of more complete information it is only possible 
to apply abstract reasoning to the problem. However, since the 
chief consideration appears to be the making of an equitable dis- 
tribution of executive expense for the purpose of income tax re- 
turns, any reasonable approach to the problem which in no way 
savors of tax evasion should be acceptable to the taxing authorities. 


Reply No. 2 

I note the careful study made by your inquirer into the ques- 
tion as to whether certain executive salaries would best be allo- 
cated to subsidiary operating companies on a production basis, a 
net sales basis, or a weighted sales basis. I note, however, that 
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the question is asked as to how the distribution should be made 
from the income tax standpoint and that the inquirer comments 
that “it might be difficult to make a satisfactory explanation if 
fluctuation took place from year to year.” 

The deductibility of salaries is generally a question of the 
facts of their propriety and payment. The Bureau is, however, 
likely to scrutinize closely all inter-company transactions to see 
whether they are being availed of as a means of reducing the loss 
of losing companies and reducing the tax of profitable companies. 
It is probable that there will be considerable litigation in connec- 
tion with just such matters as your inquirer brings up. 

Until this litigation has crystalized judicial thought in the mat- 
ter I would be inclined to suggest that in my opinion a fixed 
annual distribution would be much less likely to be questioned 
than any basis which requires adjustment from year to year. This 
fixed annual distribution would be subject to change only as the 
total salary of an individual recipient changed, except that it 
might be subject to proportionately minor adjustments in case one 
company greatly changed its operating scale. 

Answering the question as to how this problem is handled by 
other consolidated groups similarly situated, I would be inclined 
to say that in my opinion the procedure above outlined is the most 
common; the next most common method is, in my opinion, a dis- 
tribution of the total salary on the basis of the estimated time 
spent in the interest of each company. 


Reply No. 3 

In my experience I have found a diversity of methods used by 
parent companies in distributing charges to their subsidiaries. 

In cases where the principal service rendered by the parent com- 
pany is the financing of the subsidiaries, the charges are fre- 
quently based on the capital employed in the subsidiaries. This 
method is almost always favored when the charges to be distributed 
are principally interest on borrowed capital. 

In cases where the principal service rendered by the parent 
company is engineering service, the distribution of the charges 
may be based upon cost of new construction completed during 


the year. 
In cases where neither of these factors is predominantly pres- 
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ent, recourse may be had to assigning charges on the basis of 
“what the traffic will bear.” After all, there is something to be 
said for this basis in some cases, since the collectibility of the 
charges is an important matter in some combinations, and the 
existence of liquid profit is essential to collectibility, in most cases. 

The formulation of a logical basis for distribution of charges 
depends upon the base for the calculation of the amount of the 
charges. If the charges are to be calculated so as to produce a 
profit for the parent company, the formulation of the basis will 
necessarily proceed from a different viewpoint than if the charges 
are to be calculated so as to reimburse the parent company for 
expenses incurred. 

In the latter case, which I understand is the situation presented 
in the questionnaire, the distribution of the charges between mem- 
bers of a combination of companies is very similar to the distribu- 
tion of overhead charges between departments in a single company. 
In formulating a base for distributing an overhead charge, one 
should seek for that factor which is most directly responsible for 
the rise or fall of the expense. 

I think it is fair to say that in most csaes the function of the 
overhead expenses of a combination of companies is to produce 
more profit. In other words, when more money is spent in adver- 
tising that cannot be allocated directly to a member company, or 
in executive expenses, the purpose of the increase in expenditures 
is to produce more profit in the companies in the combination. It 
is possible, of course, that the effect of the expenditures this year 
may not be felt until next year; as, for example, where special 
effort is put forth to cure falling sales in a certain territory as 
suggested in the questionnaire. But such discrepancies will be 
smoothed out over a period of years; and it appears to me that 
the most logical basis for distributing the overhead is the net 
profits of the companies in the combination. 

To state the matter in another way, it is the function of the 
general overhead activities to produce profits in the member com- 
panies. To the extent that they succeed for each member com- 
pany, that member company should be called upon to pay for the 
expense of the activities. It may be that a company which has 
been the recipient of a large share of the general overhead activi- 
ties will fail to show a profit during the year when the expendi- 
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tures were made, but, as stated before, it is to be expected that 
such discrepancies in yearly showings will be smoothed out over 
a period of several years. The only alternative would be an at- 
tempt to distribute general overhead on a basis of time spent 
for each member, as recorded on time tickets kept by the parent 
company. From a practical standpoint I have never found this 
alternative method a satisfactory one. 

Quite frankly, I doubt that a distribution based upon net profits 
of the member companies would be accepted for income tax pur- 
poses. The flaw, however, lies not in the method of distribution, 
but in the method of taxation which bases an income tax upon 
the arbitrary calculation of one year’s net income, instead of 
averaging several years in order to smooth out these discrepancies 
which are inevitable when one certain year is used as a base. 

To meet this situation from a practical standpoint, it might be 
possible to select a factory which ordinarily rises and falls with 
profits to accomplish the logical result. In most businesses this 
factor is sales, or sales weighted by the per cent of the costs of 
goods sold to sales, as suggested in the questionnaire. 








